Introduction
A large and growing evidence shows that workers often find jobs thanks to the help of relatives, friends and professional acquaintances (the so-called social or informal networks) and that firms extensively use referrals from their employees to fill job vacancies. Ioannides and Loury (2004) report that informal networks are extensively used in the labor markets of a large number of countries. Pellizzari (2004) documents that the use of informal networks is widespread in European countries and Bewley (1999) summarizes the results of 24 works concluding that the proportion of jobs found through relatives and friends ranges from 30 to 60% (see also Rees and Shultz, 1970; Holzer, 1988; Granovetter, 1995; Corcoran et al., 1980) . It is plausible to think that when individuals are interested in the well-being of their family members, they may favor their employment on non-meritocratic criteria. This problem is less important in professional contacts. This is reminiscent of the distinction between Granovetter's (1995) "weak ties" and "strong ties", with the former being considered more informative than the latter.
In this paper, we offer firstly a stripped-down theoretical model to show the risks of favoritism in recruitment when family ties are involved and to examine the trade-off faced by firms in using informal networks.
Subsequently, in order to contribute to the solution of the theoretical puzzle regarding the effects of informal networks, we analyze empirically both the determinants and the effects of the use of informal networks in Italian labor markets, using the Survey of Household Income and Wealth (SHIW) conducted by the Bank of Italy in 2004 which contains information on the methods adopted by workers for access to the labor market, as well as a wide variety of information on individual socio-demographic and economic characteristics.
Our aim is to provide evidence regarding the working of informal networks in a system which exhibits certain specific economic and institutional characteristics, such as the strength of family ties, high levels of unemployment, highly centralized wage bargaining systems (in which wages depend little on individual productivity) and so on. We focus on private employees (excluding the self-employed), since, for this category, an agency relationship is at work that may potentially generate the risks of favoritism. We also exclude public sector employees because, in Italy, access to these jobs may only formally take place through a "public competition".
In the econometric analysis we first try to explain the factors determining the probability of using informal networks by estimating a probit model. Our estimates show that informal networks are used more frequently by low educated individuals, in small and low productivity firms, in less developed regions and in high unemployment labor markets. The finding that informal networks are predominantly used to fill low-skilled positions is in contrast with the "efficiency explanations" mainly based on US evidence (see, for example, Kugler, 2003) .
These factors are consistent with the idea that firms face a trade-off in using informal networks: they must balance the advantages of social contacts against the costs of favoritism (i.e. the recruitment of connected but less productive workers). The evidence suggests that firms strategically limit the use of informal networks to particular segments of their labor force. If employers are aware that listening to referrals from family members may lead to the recruitment of less productive employees, then they do not use these methods to hire an engineer or a manager, but reserve them for the hiring of a secretary or a janitor. In these cases, even though connected workers may be less talented than other potential workers, this fact does not produce relevant costs in terms of losses of production, while it allows savings in the costs of a formal process of job advertising, search, and recruitment. Furthermore, the fact that informal networks are used more intensely in high unemployment regions, where a job has a much higher value, and in areas with strong family ties and low social capital represents indirect evidence that they tend to be used to favor the employment of family members rather than to find the best possible applicants.
Secondly, we study the impact of informal networks on the quality of the job matches, using the wage perceived by workers as a proxy of the quality. We estimate some standard earnings functions by controlling for a wide range of individual and firm characteristics. We find that, ceteris paribus, workers hired through informal networks receive a negative wage premium.
Our interpretation of these findings is that informal networks do not always lead to efficient job matches. A proportion of workers hired through informal networks seem to be characterized by lower productivity, probably because they are hired for "altruistic" reasons. These negative aspects related to social networks contrast with other possible advantages associated with informal networks.
Our findings are consistent with a burgeoning literature that shows that, in many circumstances, family ties and social connections lead to the hiring of less talented individuals and, therefore, to poorer firm performance (see, among others, Perez-Gonzalez, 2006; Bandiera et al. 2009, Kramarz and Skans, 2007) .
The paper is organized as follows. In section 2 we present a brief review of the literature on informal networks. Section 3 presents a theoretical model of favoritism to motivate our empirical analysis. In section 4 we describe the structure of the dataset. Section 5 contains the econometric analysis of the use of informal networks. Section 6 analyzes the impact of informal networks on wages. Concluding remarks follow.
A Brief Review of the Literature
An expanding literature has examined, both empirically and theoretically, the methods used by workers and firms in the job matching process. The main aspect that emerges from these works is the predominant role played by social networks (networks of relatives, friends, and professional acquaintances) in facilitating the search for jobs and the matching between firms and workers.
According to the studies carried out by Myers and Shultz (1951) , Rees and Shultz (1970) , Granovetter (1995) , Corcoran et al. (1980) , Calvò-Armengol (2006) and Bewley (1999) (among others) in the United States, it emerges that approximately 50% of workers currently employed found employment through networks of relatives and friends. In addition, a study by Holzer (1988) shows that a job search conducted jointly with friends and relatives is the most efficient search method among the young Americans, since it increases the number of job offers and reduces the duration of unemployment.
From a study recently conducted by Pellizzari (2004) , using data from the European Community Household Panel (ECHP) for the period 1994-1999, it emerges that informal contacts are widely used by both firms and workers in most European countries. The estimated probability of finding a job through the use of personal contacts is very high in countries like Spain (45%), Portugal (38.5%), Greece (41%), Italy (37.9%), France (34.4%) and Germany (32.2%). On the other hand, this percentage is relatively low in the UK (23%) and in Scandinavian countries. In Finland and in Denmark, for example, only 13.3% and 17.7% of workers, respectively, adopted this method as a channel of entry into the labor market.
From a theoretical point of view, a variety of explanations of the use of social networks have been offered, mainly highlighting the positive aspects of informal networks in improving the quality of job matching.
First of all, firms that need to fill a position have to bear search and advertising costs to contact a pool of prospective employees and need to screen them to select the workers with the best characteristics. Alternatively, firms may save search and screening costs if they follow the suggestions of their employees and hire their relatives or their acquaintances (see Pellizzari, 2004; Pistaferri, 1999 ).
An important strand of literature is based on the assumption of imperfect information in the labor market: the firm typically does not know the characteristics and productivity of workers and the latter do not have adequate knowledge of the job (for example, a worker does not know if the job offered is in line with his expectations in terms of tasks performed, career prospects, etc.).
In this context, the informal networks, providing information both to employers about unobservable characteristics of potential employees , and about the quality of the job to these potential employees , allow job matching with higher productivity and lower turnover (Simon and Warner, 1992) and, at the same time, enable firms to reduce the costs of searching and publicizing the job vacancy. Simon and Warner show that the use of informal methods of job searching through the "old boy network" (referrals) is related to higher wages at the beginning, but leads to lower wage growth afterwards (because the referral quality is already revealed at the beginning but the quality of non referral is learned from time to time). However they admit to not being able to discriminate between the hypothesis of good matching and that of favoritism.
The informal channels typically taken into consideration by firms consist of signalling provided by other workers already operating in the firm. According to Montgomery (1991) , workers are typically linked to other potential workers of comparable skills, so firms find it convenient to accept referrals from their highly productive workers because this gives them a high probability of recruiting workers with comparable ability.
On the other hand, workers have an interest in only signalling people with a high level of skills so as to maintain a good reputation with the employer and to avoid a negative impact on future career prospectives within the firm (Rees, 1966; Saloner, 1985) . In addition, current workers have an incentive to promote the integration of new highly productive workers into the firm if worker remuneration is, at least partially, related to firm performance or to that of the team of workers ( "team production").
Other analyses attempt to give an explanation for the presence of the practice of signalling in terms of efficiency wages. Firms use this practice to select and monitor new recruits, because they may reduce monitoring costs through "peer pressure" (Kugler, 2003) . In fact, peer pressure is particularly effective if workers interacting in the workplace are also linked by other social relations (Spagnolo, 1999; De Paola and Scoppa, 2001; 2003) .
According to these theories, since informal channels allow the formation of better matches in the labor market, their use should be associated with higher productivity, higher wages and lower turnover. Granovetter (1995) , Corcoran et al. (1980) , Kugler (2003) , Simon and Warner (1992) find a positive effect of the use of informal networks on wages and turnover.
However, notwithstanding the advantages deriving from the use of informal networks, a negative effect of these networks is often found when family or friends have provided help to find the job (Pistaferri, 1999; Addison and Portugal, 2002; Pellizzari, 2004; Bentolila, Michelacci and Suarez, 2004; Sylos-Labini, 2004) .
A recent approach in literature is investigating the relationship between family ties, recruitment and firm performance, finding that connections may often lead to inefficient selections. Kramarz and Nordstrom Skans (2007) , using an exceptionally rich dataset of Swedish workers, find that individuals frequently work in the same plant as their fathers (particularly true for relatively low-educated males). Children employed by the firm for which their father works tend to have lower grades than their classmates who are not hired in the same workplace as their fathers, yet typically, they have higher initial wages, and more stable jobs than the latter. Bandiera et al. (2009) find, in a controlled field experiment, that when managers face low powered incentives, they favor the workers they are socially connected to, regardless of the workers' ability. This highlights how this mechanism is detrimental to the firm's overall performance. Kramarz and Thesmar (2006) analyze the effects of social networks within boardrooms in France. They show that social networks affect board composition and that firms which exhibit greater network influence are less profitable. Scoppa (2009) , controlling for a large number of individual characteristics, shows that children of public sector employees in Italy have a much higher probability of being hired in the public sector. This advantage regarding access to public employment for children of public employees holds even when they attain lower grades in High School or College. In a series of papers, Laband and Lentz (1983 , 1990 tried to directly verify whether, in jobs that tend to be transmitted from parents to children, this transmission is due to nepotism or can instead be ascribed to human capital or physical capital transfer. They find that in some professions (for example, for lawyers and doctors, see Lentz, 1990 and , offspring have an unfair advantage and are favored beyond their merits.
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The selection of managers in family firms has received plenty of attention. When the founder retires, firm control is often transmitted to his heir rather than hiring a professional manager (Burkart, Panunzi and Shleifer, 2003; Bertrand and Schoar, 2006) . This often reflects the preferences of the founder who is willing to sacrifice a firm's profitable performance in exchange for personal satisfaction deriving from his child's running of the company. In practice, the heir to the family firm might be less talented than a professional manager meaning that optimizing firm performance is not considered essential. Although transmission of control within the family may have positive effects in terms of agency costs, a host of evidence finds that family firms exhibit poorer performance. Perez-Gonzalez (2006) 
Informal Networks and Favoritism in Recruitment
In this Section we offer a simplified version of the favoritism model presented in Ponzo and Scoppa (2009) in order to illustrate the possible risks of using informal networks when individuals are interested in their family members' utility and there is room for opportunistic behavior. The formalization proposed -which introduces favoritism in the analysis of informal networks -helps explain why, in some contexts, informal networks can produce negative effects on the quality of the worker-firm matches.
Whereas it is difficult to reconcile nepotism carried out by employers with their profit maximizing behavior (see Goldberg, 1982) , it is simpler to explain favoritism in recruitment by making recourse to an agency relationship within an organization where the decision-maker (in charge of recruitment decisions) is an agent of a principal (the shareholders, for example) and will not be significantly penalized by favoring friends or relatives even when they are low-productivity candidates (while he may obtain personal benefits).
We consider a firm or an organization in which a wage W is paid to lower-level employees while their alternative wage (outside option) is w . We suppose that the wage W is higher than the alternative wage and, therefore, a rent equal to ( ) w W − is paid to workers. 1 On the contrary, Groothuis and Groothuis (2008) do not find nepotism in NASCAR cup drivers, since performance of family connected individuals are not lower than other drivers. 2 Wage rents might be justified by a variety of reasons: efficiency wages, union and public sector wage premium. Krueger and Summers (1988) , among others, by controlling for observable firm and worker characteristics , document that workers employed in some sectors gain a considerable wage rent. Unionized and large firms typically pay a wage premium ranging from 15-16% to 30% (Blanchflower and Bryson, 2003; Card, 1996) . Gregory and Borland (1999) show that for most OECD countries public wages are higher than private wages. Controlling for relevant worker characteristics, it emerges that public sector workers Following a standard result in agency theories (see Prendergast, 1999; Lazear, 1995) and in the literature documenting "wage compression" (see Acemoglu and Pischke, 1999) , wages and productivity are related but they do not coincide. More specifically, we assume the following simple linear relationship:
where Y represents the worker's productivity, a W is a base-wage and β is a coefficient,
, representing the reactivity of the wage to productivity. The divergence between productivity and wage might arise for many reasons, such as imperfectly competitive labor markers, adverse selection or moral hazard problems, worker mobility costs, search and matching frictions, union preferences, etc. (see Acemoglu and Pischke, 1999) .
The proposed wage structure is sufficiently general: 
, where G W is the wage corresponding to G Y . The manager's utility is equal to:
Suppose that the manager belongs to a network of relatives and friends. If the manager favors his low-ability "nephew" or a friend of his, he might obtain a pecuniary benefit, or alternatively, his utility will be higher because he cares for his relatives or friends (altruistic favoritism). In fact, the recruited worker increases his utility by ( ) w W − . In order to relate this obtain wages that exceed private sector workers by 10% to 25% and that there is a long queue for public sector jobs (Krueger, 1988 [3]
where S is the value of a penalization inflicted if favoritism is detected by the principal and s p is the probability of detection (for simplicity, we do not analyze the mechanism of sanctioning and take it as exogenous). Note that in the case of opportunism by the manager, firm profits ( ) ( ) 
from which, after some rearrangement, we obtain the following condition:
Nepotism takes place if the manager has moral costs which are lower than the threshold c . Therefore, using the cumulative distribution function ( ) c F and condition [4] , at the aggregate level, the proportion of nepotistic recruitments is equal to:
Equation [5] shows that favoritism tends to be more widespread: 1) the higher the wage rent ( ) w W − paid to the employees, which may depend on the rate of unemployment; 2) the higher the intensity of family ties λ ; 3) the lower the productivity differentials between high and low productivity workers ( )
; 4) the lower the intensity of incentives for managers, b; 5) the higher the expected penalization for opportunistic managers.
The Firm Trade-Off in Using Informal Networks
In which circumstances do firms make recourse to informal networks if the risk exists of hiring low-productivity workers through favoritism? We propose an extremely simplified formalization of this problem based on the hypothesis that the benefits of using informal networks for firms consist, without loss of generality, of the saving of recruitment costs.
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If a firm uses a formal process of recruitment consisting of advertising the job vacancy, incurring search costs and costs of screening applicants, it is able to select a high-productivity worker but it bears recruitment costs equal to R. We assume that the firm is able to select a highability worker with probability p , 1 0 ≤ ≤ p , while with probability ( ) p − 1 it will select a lowability worker. Profits are therefore:
Substituting the worker's wage by using equation [1] we obtain:
Alternatively, the firm may recruit a worker using informal networks, saving the recruitment costs R, but it takes the risk of hiring a low productivity worker because of favoritism:
of the firm's hiring a high-productivity worker, while there is probability ( ) In order to take into account another possible advantage of informal networks, we are assuming that if the person responsible for recruitment does not favor connected workers with low ability, he is perfectly able to select a worker with a high ability (whereas using formal methods there is probability 1 < p of selecting high ability workers).
Equation [8] may be written as:
Firm profits decrease when the probability of favoritistic recruitment is higher or the difference between high and low productivity workers is wider.
The firm finds it convenient to use informal networks if
. By substituting equations [7] and [9], we find the following condition:
[10]
Condition [10] shows that firms tend to use informal networks when: 1) recruitment costs following formal methods, R, are relatively high; 2) the response of employee wage to productivity β is high (because low productivity workers would be penalized automatically by low wages); 3) the probability of favoritistic recruitment ( ) c F is low; 4) the probability p of selecting a highability worker through a screening process is low; 5) the differential between high and low productivity jobs ( ) B G Y Y − is low. Therefore, informal networks will be used prevalently for jobs in which there are no significant variations in productivity with respect to individual ability.
The Data
This section briefly describes the data and the construction of the sample. The SHIW dataset provides detailed information on the demographic and social characteristics of individuals within the households, such as age, gender, marital status, education, region of residence, as well as on their working activity (earnings, employment status, type of occupation, industry, firm size, work experience, and so on).
We use data from the 2004 wave because only in this wave do we find a subset of questions, about the methods undertaken by individuals in finding their current job, which are key to our analysis. 5 The question we use to discriminate between individuals who obtained a job through informal networks and individuals who used formal methods is the following: "What steps did you take to find work before obtaining your current job?". The possible answers are listed in Table 1 shows that almost 25% of the employees in the sample had found their job through social networks. It is the most widespread method, second only to taking part in an interview or a selection process with private employers (37%). If we consider the unemployed, the percentage is even higher: 35% of them had tried to find a job through social networks. These results highlight the quantitative importance of informal networks in finding a job in Italy.
To describe the phenomenon and to document the characteristics of the individuals who used informal networks, we define the dependent dichotomous variable "Informal Networks"
which takes the value of one if the respondent got his/her job through social or family connections and zero otherwise. Table 2 lists the descriptive statistics for the main variables used in the analysis for the sample of all private employees. 
An Econometric Analysis of the Use of Informal Networks in Italy
In this Section in order to analyze the characteristics of individuals who have used informal networks, we estimate the probability of using informal networks with several specifications of a probit model.
We restrict our sample to private employees, aged between 15 and 65 years. Although we have information on job search methods for self-employed workers and unemployed individuals, in the econometric analysis we only consider private employees since our aim is to investigate whether informal networks are a channel used to select workers of better quality or are used to favor connected people. Obviously, these aspects are not important in the case of the selfemployed, since there is no agency relationship, and are not relevant for public employees since they formally have to go through a public competition/selection system to get a job.
In Table 3 we report our estimates of several specifications of a probit model. The dependent variable is Informal Networks. The reported coefficients in the Table are marginal effects, evaluated as the sample mean values of the explanatory variables. All the regressions are weighted by sampling weights. (4) and (5) are corrected for the potential clustering at the regional level. The symbols ***, **, * show that the coefficients are statistically significant, respectively, at 1, 5, and 10 percent levels.
Column (1) shows the estimates of a model in which we only use socio-demographic characteristics as explanatory variables. Females and married people do not appear to use informal networks more frequently. On the other hand, education has a strongly negative relationship with the use of informal networks: one more year of education reduces the probability of using an informal job search channel by about 2.6 percentage points. The coefficient is significant at the 1 percent level. Individuals attaining high levels of qualifications typically do not search through informal networks and firms do not use informal channels to fill high-skilled positions.
The dummies representing geographical areas have been entered into the regressions to capture the effects of different regional labor markets or heterogeneity in the types of social relationships among individuals. Results in column (1) show that, in regions in the South and Islands (the lesser developed areas of Italy), informal networks are used much more intensely, respectively 19 and 38 percentage points more, than North-Western regions, the reference category. These differences are strongly statistically significant. There are also differences of smaller magnitudes with respect to the North-East (+5/6%) and Centre (+4/5%).
In all the regressions, we also control for city size dummies. Results show that informal networks are used much more often in small cities (fewer than 20,000 inhabitants): in cities of more than 40,000 inhabitants informal networks are used 4% less often than in small towns, while they are used 12-13 % less often in cities larger than 500,000 inhabitants. This finding confirms the idea that more intense social ties are established in towns with a small population rather than in large cities since it is easier to develop personal relationships and to extend a network of acquaintances.
In column (2) we consider two additional factors that may affect the extent of the network of connections: Family Network Size and the Number of Job Experiences. The estimates show that one more member in the family network increases the probability of using informal networks by 1.2% (strongly significant at the 1 percent level). Similarly, the number of job experiences significantly increases the probability of finding a job through informal networks and professional contacts (+1.6%): past job experiences allow a worker to develop a larger network of acquaintances with former colleagues, employers and so on (see also Cingano and Rosolia, 2006) .
In column (3) we consider two firm size dummies as explanatory variables: Medium Firm (20-99 employees) and Large Firm (100 or more employees). The results show that informal networks are used primarily in small firms: employees in medium and large firms have probabilities of using informal networks which are about 12.4 and 12.7 percentage points lower respectively.
In column (4) we consider the unemployment rate at a regional level. It is plausible that the propensity to use informal channels as a job search method may depend on the situation in the local labor market. We expect that a worker will have greater interest in searching through informal channels when the wage rent he/she might obtain in a given job is higher. Moreover, in jobs paying a wage rent, there is greater interest on the part of current employees in contacting relatives and friends in order to allow them to gain a good wage. Regional unemployment rates are taken from the 2004 Labor Force Survey conducted by ISTAT (the National Statistic Institute).
The estimates show that the unemployment rate is positive and highly significant: the probability of using informal channels increases by a 1.17 % for each percentage point of unemployment. 8 The standard errors reported in column (4) are corrected for the potential clustering of the residual at the regional level. Note that since the unemployment rate is defined at regional level, collinearity does not allow us to estimate regional dummies. The estimated effect implies that passing from Lombardy (the most developed region) with an unemployment rate of about 4% to Sicily where unemployment is nearly 19%, the use of informal networks increases by about 17 percentage points.
In column (5) we include a set of industry dummies (8) as explanatory variables. The omitted category is Agriculture. Results show that informal networks are used less in high addedvalue industries such as "Credit and insurance" (-17.4%), "IT services and research" (-13.6%), "Transport and Communication" (-6%) and more in "Building and Construction" and "Domestic Services".
As a robustness exercise, considering that our model is almost fully saturated (see Angrist, 1999) , instead of a probit, we estimate a Linear Probability Model for the probability of using informal networks. Results (not reported) show that the estimated coefficients and their significance levels using OLS are very similar to the probit estimates in Table 3 .
The results of our empirical analysis -in line with our theoretical model of Section 3 -show that informal networks tend to be used predominantly in low-skilled and low-productivity jobs, in small firms and low technology industries, where, presumably, individual abilities are not so important in determining job performance and the variance of productivity among workers is not very high. In such cases, firms may hire from within the networks of employees' relatives and friends, so saving on search and recruitment costs (see condition [10] ). Moreover, "formal" recruitment costs are proportionately higher for small firms. On the other hand, in jobs in which abilities are fundamental, firms tend to discard informal networks and prefer to hire through a formal recruitment process, advertising job vacancies to contact a wider pool of prospective employees and going through an accurate screening process, so as to avoid the risks deriving from hiring connected but less competent workers. The benefits of informal networks are simply not large enough to counterbalance the opportunity costs in high-productivity jobs.
Other theoretical predictions are confirmed by our empirical results. Informal networks appear to be mostly used in high unemployment labor markets. Our model shows that high unemployment makes a job more desirable since it increases the wage rent associated with it.
Therefore, larger rents stimulate workers to seek the help of relatives and friends to get a "good job" and escape joblessness. Furthermore, incumbent employees are more willing to favor socially connected individuals.
We have shown that informal networks tend to be used less in high-productivity jobs and for highly educated workers: in these cases, the manager might be penalized severely, through performance related pay, for hiring a relatively unproductive connected worker in place of highlyproductive candidates. The strong statistical significance of Southern regions dummies may also be interpreted in terms of our theoretical model. Southern regions are characterized by strong family ties (Alesina and Giuliano, 2007; Bentolila and Ichino, 2006) which make individuals keener to help relatives to find jobs. Furthermore, Southern regions show a greater propensity for opportunistic behavior (as pointed out in the classical works of Banfield (1958) and Putnam (1993) and more recently by Ichino and Maggi (2000) .
The Effects on Wages of Using Informal Networks
In order to provide evidence regarding the consequences of informal networks on the quality of the job matches realized, in this section, following much of the literature, we estimate a set of "earnings functions" to determine the relationship between worker wages and the use of informal networks.
As is standard in the literature (see Mincer, 1974) , wages are expressed in logarithmic terms. We regress the log of wages on informal networks, controlling for a wide range of individual and firm characteristics (education, experience, gender, marital status, region of residence, city size, firm size, industry, and so on).
In column (1) of In column (2), we include macro-regional dummies (5), firm size dummies (3) and city size dummies (4) as explanatory variables. Column (3) introduces the regional unemployment rate and column (4) includes family network size and the number of job experiences. Results show that wages are lower in the South and Islands, higher in large firms and in large cities. Estimate results
show that informal networks are associated with a wage loss of around 6 percentage points.
This negative effect of informal networks is reduced to 5 percentage points when we control for the number of job experiences, the size of family network (column 4) and industry dummies (column 5). However, the effect is highly statistically significant (at the 1 percent level).
Notwithstanding the fact that, in the latter specifications, we are controlling for a host of factors which are correlated with the use of informal networks, results show that wages are on average lower for workers using informal networks even when these workers have similar levels of education, work in firms of similar size, in the same area and in the same industry, and so on.
A possible interpretation of these findings is that a significant proportion of workers hired through informal networks -without a formal process of screening -tend to be of lower ability because they are typically selected on the basis of family ties rather than on purely meritocratic criteria. Firms are probably aware of the risks of using informal networks but accept these risks since informal networks allow a saving in recruitment costs (and may make employees related to the recruit happier). sampling weights. The standard errors (correct for heteroscedasticity) are reported in parenthesis. The standard errors reported in columns (4), (5) and (6) are corrected for the potential clustering at the regional level. The symbols ***, **, * show that the coefficients are statistically significant, respectively, at 1, 5, and 10 percent levels.
Concluding Remarks
A great deal of literature considers recourse to the help of relatives, friends and acquaintances in order to find a job and to fill job vacancies to be an efficient mechanism, in terms of low recruitment costs, better selection of employees and higher quality matches. However, the signalling by incumbent employees may be directed at favoring the employment of relatives and friends rather than selection of the best workers. We have proposed a simple model of nepotism, showing that favoritism in recruitment is more probable the stronger family ties are, the lower the level of job productivity is, and the higher the unemployment rate is.
On the other hand, firms tend to use informal channels if "formal" recruitment costs are high, if the probability of selecting high productivity worker is low, and in jobs where productivity differentials are limited.
To investigate empirically the determinants and consequences of using informal networks, we have used individual data drawn from the Bank of Italy Survey on Household Income and Wealth (SHIW) regarding the methods used by employees to find their job.
Firstly, we have shown that the use of informal networks in Italian labor markets is associated with low educational levels, small firm size, low productivity jobs, high unemployment areas, high wage rent, wide family networks and multiple job experiences. These findings are in line with a number of predictions from our theoretical model. Secondly, by controlling for a number of individual and firm characteristics, we directly verify whether informal networks are associated with a relatively poor quality of labor matches.
Similarly to Pistaferri (1999) and other empirical works which find a negative effect of informal networks, we show that wages of workers using informal networks tend to be lower than wages of workers using formal methods of finding work.
Several findings from our work are in contrast with the theories that consider informal networks to be an efficient method of matching between firms and workers. Informal networks turn out be used only in low-skilled jobs and the quality of the matches (measured by the wage) tends also to be lower, even when taking into account all the determinants of the use of informal networks. Our interpretation of the evidence is that informal networks in Italian labor marketsrather than being an efficient channel of information transmission -tend to interfere with a genuine process of worker selection, favoring socially connected people in place of more talented workers.
